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Synopsis:

Taxpayer is a corporation with its principal office located in Dallas,
Texas. Taxpayer's business is the wholesale direct sale of hone decorative
accessories. Taxpayer tinely filed Illinois Income and Repl acenent Tax returns

for 1989 and 1990 on which it reported interest inconme as nonbusiness incone
allocable to Texas. The Departnent audited taxpayer's returns, determ ned that
the interest inconme was business incone apportionable to Illinois and issued a
Notice of Deficiency on which it assessed additional tax, interest and penalty
under Section 1005 of the Illinois Incone Tax Act. (35 ILCS 5/1005). The
recomendation is to sustain, in part, the Departnent's determ nation regarding

the interest income and to abate the Section 1005 penalty.

Findings of Fact:




1. Taxpayer is a corporation organized under the laws of the State of
Texas. (Stip. ¥ 1).

2. Taxpayer's principal office is |ocated in Dallas, Texas. (Stip. 1 1).

3. Taxpayer's business is the wholesale direct sale of hone decorative
accessories. (Stip. 1 3, Ex. B).

4. Taxpayer tinely filed Illinois Incone and Repl acement Tax Returns for
1989 and 1990 on a cal endar year basis. (Stip. T 3).

5. Taxpayer's working capital requirements are nodest because the direct
selling industry is based on cash, not credit, sales, low investnents in
inventory, and little overhead expenditure. (Stip. 1 12).

6. Taxpayer's regular practice is to invest earnings that are not
needed in the operation of its wholesale business in long term and short term
i nvestnents. (Stip. § 12).

7. During the audit period, npbst of taxpayer's short term investnents
were in nmunicipal bonds and other short term securities pending favorable
changes in the long term nmoney markets and taxpayer's review of opportunities
presented to all-cash investors in Texas comercial real estate caused by the
col |l apse of real estate prices in Texas in the |ate 1980's. (Stip. 1 13).

8. On its tax returns, taxpayer reported as non-business incone

all ocable to Texas interest income as foll ows:

1989 1990
Short terminvestnents $ 9, 838, 381. 27 $ 13, 465, 209. 59
I nter conpany interest 170, 854. 22 128, 238. 23
O her 622, 428. 52 1, 108. 53
Trade notes receivabl e 829, 431. 96 919, 997. 83
(Stip. 1 6)
9. The Departnent audited these returns, reclassified this interest
i ncome as business inconme apportionable to Illinois and issued a Notice of

Deficiency ("NOD'). (Stip. 11 2, 6).



10. The parties stipulated that the trade notes receivable interest, the
inter conpany interest and other interest is business inconme. (Stip. 11 7, 8, 9,
10; Ex. D).

11. The short term investnent interest was earned in five accounts which
taxpayer refers to as "general accounts”. These are BANK A, BANK B, BANK C,
BANK D and BANK E (Stip. 11 14, 15; Ex. E).

12. The parties stipulated that interest inconme earned from the BANK E
account is not business incone.® (Stip. Y 16).

13. The short term investnments include nortgage backed securities,
certificates of deposit, commrercial paper and nunicipal bonds. (Stip. T 12, 13).

14. During 1989 and 1990 these accounts (exclusive of the BANK E account)
earned interest inconme of $7,681,334 and $11, 017,682, respectively. (Stip. 19)

15. During the audit period the funds from these general accounts, except
t he BANK E account, were utilized, in part, as a working capital reserve. (Stip.
1 15).

16. None of the funds in the general accounts were designated for a
particular use, and all of the funds were available for use in the day to day
busi ness operations of the taxpayer. (Stip. T 15).

17. The funds in the general accounts have not been used for collateral
for any loans. (Stip. T 15).

18. Taxpayer's tax returns were prepared by an independent certified
publ i c accountant and tax advisor who had access to all of the conpany's records
and all information relevant to the allocation of interest to Texas. (Stip. 1
21; Ex. O.

19. Taxpayer waived its right to an evidentiary hearing. (Stip. T 23).

Conclusions of Law:

L The BANK E account earned $2,157,047 in 1989 and $2, 447,527 in 1990.



The issue in this case is whether all or a portion of the interest earned
by the taxpayer during the audit period on the accounts identified as BANK A,
BANK B, BANK C, and BANK D is business incone or non-business incone. Taxpayer
argues first, that all of the interest income from the general accounts is
nonbusi ness i ncone. Taxpayer argues that by treating all of the short term
i nvestnment interest, other than interest earned on the BANK E account, as
busi ness incone the Departnment is taxing extraterritorial income in violation of

the principles set down by the U S. Supreme Court in ASARCO, Inc. v. ldaho State

Tax Conmm ssion, 458 U. S. 307 (1982), Container Corp. of Anerica v. Franchise Tax

Board, 463 U S. 77 (1983), Mbil Q1 Corp. v. Conm ssioner of Taxes, 445 U. S

425 (1980), and Allied Signal, Inc. v. Dr. Tax. Dwv. 504 US 768 (1992).

Alternatively, it argues that only a percentage of the inconme from these
accounts should be treated as business incone. The percentage it proposes for
each year is determned by dividing the |argest anpunt of funds used by the
busi ness during any nonth in the year by the average yearly investnent in these
accounts.

The terms "business income"” and "nonbusiness inconme" are defined in the

statute as foll ows:

The term "busi ness inconme" nmeans incone arising fromtransactions and
activity in the regular course of the taxpayer's trade or business,
net of the deductions allocable thereto, and includes incone from
tangi bl e and intangible property if the acquisition, managenent, and
di sposition of the property constitute integral parts of the
taxpayer's regular trade or business operations. (35 ILCS
5/1501(a) (1).

The term "nonbusiness income" neans all incone other than business
inconme...." (35 ILCS 5/1501(a)(13).
The courts in Illinois have stated that these statutory provisions

establish two tests to determne, if the incone in question is business incone.
These tests are referred to as the "transactional” and "functional" tests. | f
either test is net, the incone is business incone. The transactional test

classifies incone as business income if it is derived from a type of business



transaction in which the taxpayer regularly engages. The functional test is

whether the property was used in the taxpayer's regular trade or business.

Dover Corp. v. Departnment of Revenue, 271 IIll.App.3d 700. (1st Dist. 1995).
These tests nust be applied within the constitutional |imts propounded in
Allied Signal, supra, and the cases cited therein. "[ T] he taxpayer always has

the distinct burden of showi ng by clear and cogent evidence that the state tax

results in extraterritorial values being taxed." Container Corporation of

Aneri ca, supra, at  175. "In order to exclude <certain incone from the
apportionment formula, the conpany nust prove that the inconme was earned in the
course of activities unrelated to those carried out in the taxing State.

Hence, for exanple, a State may include within the apportionable inconme of a
nondomiciliary corporation the interest earned on short-term deposits in a bank
| ocated in another state if that incone fornms part of the working capital of the
corporation's wunitary business, notwi thstanding the absence of a wunitary

rel ati onship between the corporation and the bank."™ Allied -Signal, Inc., supra

at 787. That, in essence, is the situation in this case.

Taxpayer regularly invested its excess cash in short terminterest bearing
accounts which it referred to as its "general accounts”. It considered these
accounts, in part, as a working capital reserve. There is nothing in the record
to indicate what part of these accounts taxpayer considered as working capita
during the years at issue. The only allusion to this part is the taxpayer's
after-the-fact arbitrary calculation of a portion that it argues mght be
consi dered as working capital. Taxpayer has not net its burden of proof that
the transactions were not entered into in the regular course of its business or
that the funds were not used in the taxpayer's regular trade or business
operations as required by the tests set forth in Dover, supra. In fact,
taxpayer admtted that these funds were used for working capital. Therefore
the short term interest incone, except for the interest earned on the BANK E

account, is business incone apportionable to Illinois.



No penalty should be inposed under § 1005. During the audit period,
taxpayer did not prepare its own tax returns. The returns were prepared by an
i ndependent certified public accountant and tax advisor who had access to all
information relevant to the allocation of interest to Texas and, after exam ning
the issue, prepared the returns allocating interest inconme to Texas. Taxpayer
relied on the advice and assistance of conpetent professionals. These factors
i ndi cate reasonabl e cause for the underpaynment. Accordingly, the 8 1005 penalty
shoul d not be inposed. See, 86 Admin. Code § 700.400.

WHEREFORE, for the reasons stated above, it is my recomrendation
that, except for the interest earned on the BANK E account, the Departnent's
determ nation that the interest income was business inconme be sustained. It is

ny further reconmendation that the Section 1005 penalty be abated.

Dat e Charles E. McCellan
Adm ni strative Law Judge



